The thesis here is that inconsistent tax accounting rules undermine the individual income tax, and the best available move for improving it is to eliminate its accrual (and quasi-accrual) features. Specifically, the agenda is to eliminate accrual accounting in the conventional sense, 1 revamp the tax treatment of borrowing to (inter alia) abolish the Crane doctrine, 2 and eliminate depreciation deductions for indivisible productive assets. 3 The end result would be a consistent cash realization system for (at least) individual taxpayers.
The proposals made herein would upset long-standing features of the income tax, and therefore are highly controversial. Nevertheless, these features create structural asymmetries that are systematically exploited to the advantage of taxpayers.
Part I explains why tax reform should focus on the current realization income tax, rather than ideal systems (such as an accretion income tax or personal consumption tax). Part II considers what realization really means in a general sort of way. Part III argues that the accrual method should be abolished. Proposals for revamping the tax treatment of borrowing are the subject of Part IV. The case for abolishing depreciation is made in Part V. Part VII considers the feasibility of limiting the proposed changes to the individual income tax, and Part VII is the conclusion.
I. REASONS TO FOCUS ON THE REALIZATION INCOME TAX
pragmatically tested. Ultimately, Simons accepted the realization principle, 15 as did Simons' chief acolyte, Stanley Surrey. 16 In short, citing Simons as an advocate of the accretion tax is to take a quote out of context.
Turning to the merits of the accretion concept, it is claimed to be the embodiment of economic efficiency. 17 A major complaint is that the realization principle favors investments in appreciating assets relative to those that generate current income (like interest). But is deferred realization systematically advantageous to taxpayers? It is true, of course, that the deferral of a fixed dollar amount of income is beneficial in the sense that the present value of the future tax (assumed to be at the current tax rate) is less than what the current tax would be. However, unrealized gain is not a liquidated amount, but is an amount that can grow or shrink as the years go by. In fact, if the "deferred income" grows at the same rate as the discount rate, the present value of the future tax is not reduced by reason of deferral. 18 The real culprits here are not realization but lower capital gains rates 19 and complete avoidance of tax on unrealized gain by the step-up-to-value-at-death basis rule of § 1014.
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A slightly different argument is that the deferral attendant upon the realization principle creates a lock-in effect for appreciating assets, because a taxpayer will end up worse off by selling and re-investing, relative to holding, ceteris paribus. 21 The lock-in effect supposedly inhibits the flow of capital to its highest and best use. Again, capital gains rates and (especially) 15 See id. at 100 (referring to realization principle as "practical expedient"), 162 (stating that realization is "not only indispensable to a feasible income tax system but relatively unobjectionable in principle …"), 168 -69 (stating that deferral of realization of gains is relatively harmless, and that realization avoids extreme fluctuations of income), 207 ("outright abandonment of the realization criterion would be utter folly"). 16 See STANLEY S. SURREY, PATHWAYS TO TAX REFORM 16-18 (1973) . 17 This phenomenon, which gained traction in the 1960s and 1970s under the banner of "the comprehensive tax base" is noted in Nancy C. Staudt REV. 1019 (1989) (investments should always be after-tax, a condition that requires accretion taxation); Reed Shuldiner, A General Approach to the Taxation of Financial Instruments, 71 TEX. L. REV. 243 (1992) (income tax should be moved towards accretion income tax). 18 Suppose X invests $100, the growth rate (for any asset) is 4% per annum, and the tax rate is 30%. After 12 months, X has unrealized gain of $4, the tax on which would be $1.2 if the gain were realized. After year 2, the total gain is $8.16, which is realized. Of the total gain, $0.16 is appreciation "on" the year 1 appreciation. The tax on the $4.16 of 24-month appreciation is $1.248, the present-value of which (as of the 12 months date) is $1.2x.
A related argument, i.e., that unrealized appreciation is "reinvested income" that obtains favorable consumption tax treatment, is circular, because it simply assumes that unrealized appreciation is the same as realized-andreinvested income. However, no reason exists to sell and reinvest in the same asset. 19 Simons, supra note 13, at 150-53, opposed special rates for net capital gains. 20 21 Suppose Y invests $100, the growth rate (for any asset) is 4% per annum, and the tax rate is 30%. After 12 months, Y realizes gain of $4 and pays a tax of $1.2. Suppose the remaining $102.8 is reinvested, and the gain for the next 12 months is $4.112 ($106.912 -$102.8), yielding a tax of $1.2336, leaving Y with $105.678. If the year 1 gain is not realized, the asset grows to $108.16 , yielding a gain (after 24 months) of $8.16x, subject to tax of $2.448, leaving Y with $105.712 . § 1014 are a major factors in encouraging the holding of appreciating assets. An accretion tax, on the other hands, is neutral between selling and holding.
It is hard to gauge the extent to which deferred realization impedes the desirable flow of capital, as most of the literature focuses on the issue of whether a (further) reduction in capital gains rates will increase realizations and possibly revenue, 22 issues that do not concern us here. It would seem that facilitation of internal changes in securities portfolios would have little effect on the underlying economy, or vice versa. 23 As far as venture capital is concerned, the realization principle would have no effect on the realization of losses. In any event, it is logical to suppose that accretion taxation of (marketable) securities would operate to reduce total investment, at least in that sector. In sum, the broader economic effects of the choice between an accretion and realization income tax are hard to pin down.
An economic argument in favor of realization is that an annual tax on unrealized appreciation could distort economic activity by requiring a sale or borrowing. This rationale is fairly weak in the case of a person with a publicly-traded investment portfolio, but it should not be dismissed out of hand at in the case of illiquid assets like pension accounts, unimproved land, closely-held business interests, unproven mineral interests and intellectual property, and collectibles. 24 A pure accretion income tax would discourage investment in illiquid assets, but accretion taxation for only liquid assets would avoid have just the opposite effect, besides posing line-drawing issues and incentivizing the (apparent or real) destruction of wealth.
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In sum, although the realization principle might cause some economic distortions, any tax principle (including the accretion ideal) having to do with timing will create economic distortions, and it is not clear that one set of timing rules is more harmful than another.
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In any event, even assuming that an ideal accretion tax is less distortive than a realization income tax, the economic-efficiency payoff can be obtained only if the accretion concept is universally applied to all income and deduction items. 27 Otherwise, distortions will occur as taxpayers seek tax arbitrage opportunities. Adoption of a pure and universal accretion income tax is practically and politically impossible. (1994) . 23 Typical of current opinion on this subject is Morgan Housel, "Growing Economy Does Not Guarantee Stock Market Gains," http://www.wsj.com/articles/a-growing-economy-doesnt-guarantee-stocks-will-rise-1415372093 (Nov. 7, 2014) (finding that, over time, increases in GDP bear little correlation to rises in the stock market). Compare Ross Levine & Sara Zervos, Stock Markets, Banks , and Economic Growth, 88 AM. ECON. REV. 537 (1998) (finding, from cross-country studies, that liquid stock markets facilitate riskier investments and productivity growth).. 24 Second-best accretion techniques, such as the imputation of economic returns and retroactive taxation with interest, would be complex, barely comprehensible, and a political hard sell. In addition, the imputed-return approach is no different than a property tax, which would raise constitutional issues. 25 The gift/estate tax, which requires valuations, operates to encourage self-imposed illiquidity and other valuereducing action in order to obtain valuation discounts.accuracy would be very costly, and perhaps intrusive. Finally, the economic-efficiency claims of accretion income tax advocates must deal with widespread claims that other ideal taxes, namely, personal consumption taxes, wage taxes, and lump-sum capital taxes, are more efficient than an accretion income tax. 28 If these claims are credible, then economic efficiency would not appear to be the true prime directive for accretion tax devotees. Simons favored a realization income tax because of its (social-justice) redistributive potential, notwithstanding its modest efficiency deficiencies.
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To state the matter more abstractly, economic efficiency is a norm for achieving a particular goal, namely, the maximization of wealth. Opinions obviously differ as to whether this is the primary goal that should be pursued by government in general or taxation in particular. Simons did not think it was. In addition to social (external-to-tax) norms, the internal-to-tax (i.e., institutional) norms of allocative fairness and administrative efficiency also impose constraints on tax system design.
Allocative fairness, another concern of Simons, refers to the justness of the allocation of the burden of taxes among the population with reference to the function of taxes to raise revenue for the government. 30 Since taxes are payable only in cash, it is appropriate that the tax base be similarly constituted as far as timing rules are concerned. 31 Realization focuses on final economic (transactional) outcomes of individuals, as opposed to tentative or interim outcomes.
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Realization (deferred reckoning of income and deductions until sale or disposition) is often spoken of condescendingly as a "mere" concession to administrative efficiency, mainly because, by obviating any need for annual valuations, it saves costs and effort, and avoids guesses and estimates. Another practical issue with accretion income taxation (even if limited to highly-liquid assets) is that it would be a volatile revenue generator, weakening the connection between taxing and spending in annual budget cycles. Pragmatic considerations such as these should not be relegated to the bottom of the normative hierarchy. A theory of an ideal tax base that cannot be put into practice, with across-the-board consistency, is a poor theory.
Next, consider the basis of realization in human psychology. It is reasonable (as well as commonplace) for a person to view unrealized gains (even in the case of liquid investments) to be insufficiently "real" or "final" to justify a current tax thereon payable in cash. Prior to 28 The principal contention is that a cash-flow consumption tax is neutral between savings relative to current consumption. See, e.g., David 31 This article is about timing rules, not what counts as gross income or what should be deductible. Accordingly, the issue of realization does not deal with whether the receipt of non-cash items is income in the first place. Nevertheless, if one receives a right or claim to services, the item must be included in income, if at all, when received, because it will never be converted to cash. The same analysis applies to receipts of property that will be used up in consumption. Thus, a realization income tax will treat the receipt of non-cash items (such as employee fringe benefits) as gross income where appropriate. 32 A fuller version of the allocative-fairness (and other normative) arguments for a realization income tax based on market transactions is found in Joseph M. Dodge, Allocative Fairness and the Income Tax (Feb. 1, 2015) (unpublished manuscript), http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2565766.
realization, nothing has been appropriated for the taxpayer's personal use (even if such use is only to switch to another investment), and no cash has been obtained to share with the government (which only accepts cash). The appreciation is, as far as the taxpayer is concerned, "out there." For example, stock appreciation is reflective of an underlying entity's wealth, which cannot be obtained by the entity holder. Alternatively, the appreciation might have been caused by changes in discount rates, general economic conditions, or other phenomena beyond the investor's control, and which confer no present economic benefit on the investor. In the case of tangibles, the use of the property may well be unchanged. Any "paper" gain represented by unrealized appreciation may disappear by the time the value of the property is converted to beneficial enjoyment. For a person who bought property for $50K, followed by an increase in value to $1M, and then followed by a decrease in value to, say, $100K (at which point the property is sold), the huge appreciation bubble above the $100K sales price was unreal, except as a "might have been." Realization also has roots in American-style liberal theory and practice. 33 The point about "forced sales" can be re-stated as a problem of government intrusion into private-decisionmaking, rendered especially acute in the case of assets that are closely linked to livelihood and lifestyle (e.g., closely-held business interests, family farms, collectibles, homes, and interests in trusts). 34 In contrast, the realization principle is both voluntary and "public," because virtually all realization events involve at least one other party, and the other party (or a third party) can assist in IRS enforcement.
In legal academic circles, the realization principle appears to be gaining respectability, or at least acceptance.
35 Acceptance (even if grudging) is a child of necessity, because, given that an accretion income tax has never been adopted in any country (including the United States or its states), it must have deep roots indeed. Since an accretion income tax is a pipe-dream, any serious tax reform proposals should begin with a realization income tax as the baseline.
II. REFINING REALIZATION

A. What Is Realization?
Realization refers to a method of avoiding annual valuations of assets and claims while achieving a single final and correct measure of inclusion in, and deduction from, the tax base. The ordinary meaning of realization depends on whether the subject is (a) ordinary gross income and expense items or (b) gains and losses from dealings in property. Inventory gains and losses fall in category (a).
Current law
(a) Gross income and expense items; inventories
In the case of gross income and expense items, one set of realization rules is referred to as the "cash [receipts and disbursements] method" of "tax accounting." Here, realization occurs upon the receipt of cash (as opposed to rights to cash), and, on the expense deduction side, the payment of cash (rather than the fixing of the obligation to pay cash). Certain in-kind items are deemed to be cash -principal examples being checks, certain notes, and employee fringe benefits -but this line-drawing issue is not of concern here. Individual taxpayers are generally on the cash method.
A competing approach to the timing of gross income and expense deduction items, called the "accrual method," is that of the fixing of the right or obligation to receive or pay cash, provided that the amount to be received or paid in the future is reasonably ascertainable. Accounting for business income generally follows the accrual method where the taxpayer keeps its books according to "Generally Accepted Accounting Principles (GAAP).
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Inventory dispositions are accounted for under the accrual method.
(b) Property transactions
In the case of (non-inventory) property transactions, realization occurs, if at all, 39 on the sale or other complete disposition of the property. 40 Here, the gain or loss is realized (fixed) when the sale or disposition occurs (roughly, when title passes), even if what is received is property rather than cash. 41 The issue of cash vs. accrual accounting for gains and losses arises where the consideration takes the form of a right to future cash. Under current law, however, the default rule is one of immediate realization and recognition, with such right being taken into amount realized (generally) at its face amount, in what amounts to an "accrual" rule-of- 36 Inventory dispositions are accounted for by separately accounting for aggregate gross receipts and aggregate costs of goods sold for the taxable year, see Treas. Reg. § 1.61-3 (1992), whereas non-inventory property dispositions are accounted for item by item by subtracting basis from amount realized, see Treas. Reg. § 1.61-6(a) (???). 37 See I.R.C. § 446(a). 38 See Treas. Reg. § 1.446-1(c)(2)(i) (2011). 39 A disposition for contingent cash consideration is not considered a realization; the amount of the gain (or loss) is held open so long as the stream of payments continues. See Treas. Regs. §15a.453-1(d)(2)(iii) (1994); 1.1001-1(a) (2007). Additionally, a gratuitous transfer is not considered a realization event, unless the donor is relieved of debt. An alternative (perhaps better) explanation for this result is that a gratuitous transfer results in a realized loss, with the loss not being deductible because it is a personal loss (does not contribute to the production of the donor's income). See I.R.C. § 165(c). 40 I.R.C. § 1001(a) (realization occurs upon sale or disposition). 41 I.R.C. § 1001(b) (amount realized is cash plus value of property received).
convenience, 42 although in some cases recognition of a realized gain (but not loss) can be deferred to the receipt of cash. 43 
Accrual as an ersatz realization principle
The accrual notion qualifies as a realization principle in the sense that it does not entail annual reckonings. Additionally (and like the cash method), it avoids fair market valuations, because accrued rights and obligations are reckoned at their face [principal] amounts.
However, unlike the cash method, where reckoning occurs on final closure of a transaction, accrual is not a final reckoning, but instead is ultimately closed by the receipt or payment of cash. Thus, if a gross income item is accrued at $10x, based on reasonable estimates, and the cash finally received is (say) $11x, then the difference has to be accounted for. Technically, the inclusion of $10x marks the receipt of an asset (the claim to future cash) that results in an income inclusion of $10x and a basis in the asset of $10x. Upon liquidation of the claim in return for $11x, an additional $1x of collection gain is realized. 44 Even if the cash received is the same as the amount accrued, a two-step process is still required in principle.
Two other fundamental timing rules apply to all taxpayers, regardless of accounting method. The first is that of the exclusion for borrowed money: the receipt of cash (positive wealth) is offset by the accrual of the liability (negative wealth) to repay principal in the future. The second is annual depreciation for determinable-life assets involved in income production, which superficially appears to be based (at least historically) from the accrual notion of creating a reserve for the future cost of replacing the asset, but is really an accretion feature embedded in a realization income tax.
B. Inconsistent Realization Rules Distort the Current System
For individual taxpayers earning compensation and making investments, the existing system allows mostly deferral of income until cash realization while accelerating a key deduction (depreciation) and allowing cash borrowing to be excluded from gross income.
Under the so-called Crane doctrine, 45 acquisition borrowing is not included in income but it is included in the asset's basis, which then may be depreciated, or even expensed. In effect, deductions are obtained with before-tax dollars of a taxpayer, a deviant result in the context of the income tax as a whole, even assuming that the deductions are proper on their own.
Aggravating the problem is the fact that the current system allows widespread accelerated depreciation and expensing of major categories of capital expenditures. 46 Additionally, phony debt, and attendant illegitimate interest deductions have plagued the system. 47 Legitimate interest may be currently deducted against deferred income.
48 An egregious abuse is borrowing against unrealized appreciation, resulting in de facto realization of gain without tax consequences. Finally, the Crane doctrine allows depreciation to be "assigned" to a higher-bracket taxpayer making a minimal investment (and possibly not bearing the economic risks of ownership).
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Mismatches can also occur in two-party transactions, creating "tax floats" whereby private parties can gain at the expense of the government. 50 A prime example is an installment sale where one party defers gain while the other obtains current deductions. Another is where one party can accrue (accelerate) deductions for income that is deferred to the cash-method recipient.
These discrepancies are not mere aesthetic discords, but can result in negative tax and severe economic distortions. Numerous ad hoc statutory provisions address some of these problems, 51 but the band-aids are leaky, and fail to address the underlying disease of inconsistent realization (and pseudo-realization) rules.
C. Which Realization Principle Should Be the Norm?
If one realization principle is to be adopted for the sake of uniformity, which should it be? For individual taxpayers, the accrual notion of realization can never be the norm, because it would require mastery of financial accounting principles and statutory deviations therefrom in the tax law. All compensation income is accounted for on the cash method. 52 Additionally, the accrual notion deviates from the ability-to-pay principle that underlies the cash ethod, which is intuitively understood, if perhaps on a basic level, by laypeople.
III. ABOLISHING ACCRUAL
In this part it is proposed that consistent application of the realization principle to individual taxpayers commands universal adoption of the cash method of accounting.
A. Independence of Tax Accounting
It clear by now that tax theory and rules are independent of business accounting, 53 from which the accrual method derived. 54 Accrual doctrine in the income tax is a set of rules (the "allevents" test plus assorted statutory exceptions and modifications), rather than the standards, such the "matching" (of costs to revenue) principle, that govern accounting. Matching is not inherently a tax value. 55 Although capitalization (followed by deferred cost recovery) produces outcomes that resemble matching, capitalization in the income tax is not founded on matching but on the idea of taxing the acquisition of new wealth. 56 The principle that drives timing issues under the current income tax is that of realization.
B. Reasons to Abolish Accrual
The accrual method accelerates the tax reckoning (realization) of gross income and expense deduction items to the time the right to receive cash, or the obligation to pay cash, is fixed, 57 and is contrary to the cash-realization income tax.
Accrual is not necessary
It might be claimed that the notion of accrual in tax is proper under the "change in net wealth" aspect of the Simons preliminary income definition, since rights to future cash are "assets" in the world of business accounting and obligations to pay cash are "liabilities" (negative wealth) in the same world. However, accretion requires annual valuations of assets.
Another peg might be the "accession to wealth" notion that is a core characteristic of gross income as expressed in the famous Glenshaw Glass case. 58 However, that case involved the receipt of cash, and cannot be cited for the proposition that in-kind accessions of rights to future cash must immediately be included in gross income. Moreover, the same sentence of the opinion referred to the necessity of realization. Additionally, in cases where in-kind items are included in gross income, the measure of inclusion is fair market value, not (as required by the accrual method) the face amount. Although it is claimed that fair market value and face amount are the same if market-rate interest is charged, accrual doctrine is not contingent on the actual or implicit charge of interest. In business accounting, accrual is a "standard" that is derivative of the "matching" principle, which itself is vague, in part because it is often impossible to establish connections between income and costs. (This point is developed further in the discussion of depreciation in Part V, but other examples would be advertising costs and executive salaries.) It is not even clear accrual is particularly linked to the matching principle. For example, a deduction for a reserve for future costs is hardly a cost of current income. In the income tax, the operative test for accrual (the "all events" test) operates independently on the income and deduction side.
Accrual in the income tax may have started out purportedly as a rule of convenience for business taxpayers. 60 Since the early days, however, tax accrual doctrine has evolved away from simply transferring accounting entries to the tax return. This evolution has been driven by (1) a desire to establish clear rules and (2) prevent tax avoidance. Currently, tax accrual is an elaborate set of rules 61 that differs from business-accounting accrual to such an extent 62 that it cannot be seriously argued that the tax system should allow certain taxpayers to use the accrual method for the "compliance convenience" of taxpayers. Additionally, since business accounting already requires the identification of transactions involving the receipt and payment of cash and consequent adjustments to other accounts, it cannot be claimed that the cash method is inconvenient for tax purposes. 63 Although the all-events test is supposedly a rule of law, it is sufficiently ambiguous as to have been considered several times by the Supreme Court.
64 Does a right or obligation become "fixed" when a binding contract is entered into, when the income is earned or the liability incurred, when the conditions for performance have been satisfied, or when payment is actually due? Additionally, the all-events test might yield to the "clear reflection of income" mandate of § 446(b). 65 Finally, section 446(h), enacted in 1984, and the regulations thereunder provide rules for the accrual of deductions, essentially superseding the all-events test. 60 The 1909 corporate income tax and the 1913 individual income tax appear to assume cash accounting. However, Reg. 33, art. 158 (1913), provided that corporations could report income and deductions in accordance with how they kept their books (which was often according to the accrual method). This approach was adopted for both individuals and corporations by the Revenue Act of 1916, ch. 463 § § 8(g), 13(d), 39 Sta. 756. 763, 771. It thus appears that the accrual method entered the income tax primarily on the basis of the compliance-convenience argument, and secondarily on the basis that it was thought that business accounting (although at an adolescent stage) was more advanced than income tax accounting. See Gunn, supra note ???, at 4-6. 61 See I.R.C. § 461(h) (2) . 62 For example, the most commonly-accrued item, receivables, are taken into income when the right to receive the cash is fixed under the all-events test, not (necessarily) when the receivables would be included under the matching principle. 63 For example, accruals of deductions cannot occur until "economic performance," a standard that varies with the circumstances. 
Accrual systematically favors income reductions
Accrual accounting tends to operate favorably for business taxpayers due to the fact, by reason of its conservatism (eagerness to show the bad news), it tends to accelerate deductions relative to income.
(a) Reserves for future costs "Reserve" accounting (showing statistical predictions of future cash outflows to be charged against current income even though not "fixed") has a long history in conservative financial accounting. Certainly accrual in this scenario fails to meet any standard of tax realization.
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Reserve accruals would be especially pernicious in the sense that there are no rules that accelerate future expected income, either in accounting or in tax.
(b) Receivables and payables
Accrual of receivables and payables might appear to favor the IRS by accelerating the net income of business taxpayers. However, a more detailed analysis is called for.
First consider sellers of goods (merchants and manufacturers) having a slight profit margin and high material costs. The receivables of sellers of goods may well be secured by the goods sold. Also, such receivables occur in large quantities that can be packaged. An entire industry ("factoring") exists to purchase such receivables at a modest discount. 67 In short, receivables of sellers of goods are typically highly liquid, and in fact are frequently sold in commerce. On the other hand, the accounts payable (for acquiring goods, raw materials, supplies, etc.) merely represent an obligation to decrease future material wealth. Stated in the abstract, receivables and payables are not truly symmetrical. The cash method better reflects current net income in terms not only of cash but also of real material wealth.
Next consider sellers of services having low material costs but significant salary costs. Sellers of services cannot secure their receivables with assets, often have trouble with prompt collections, and cannot sell receivables in bulk except with a heavy discount. Additionally, salary costs cannot be accrued even by accrual-method taxpayers. These types of businesses would reject the accrual method as unfair. Indeed, professional service businesses have (for that reason) been allowed to avoid the accrual method. not follow GAAP. 70 Different accounting methods for different business complicates tax law and enables tax arbitrage.
Although business accounting requires accrual of receivables at face, it also allows partially offsetting write-offs for annual additions to bad debt reserves, which operate to exclude the portion of the reserves estimated to be uncollectible. Bad debt reserves (or their equivalent) are allowed under the income tax to some degree, although not universally. 71 Such reserves are assymetrical, because no equivalent "unlikely-to-be-paid" rule limits deductions for expenses and accounts payable.
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In tax, it would be far simpler to account for receivables and payables on the cash method. Uncollected receivables would never show up as income, and no current deductions would obtain for receivable bad debts.
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C. Cash Realization and Property Dispositions
Would adopting the cash method significantly alter current rules as to property dispositions? This current rule treating any disposition as a realization event is likely based on virtual necessity: a taxpayer cannot logically have basis in an asset no longer owned by her.
Property exchanges
Cash sales are the norm for disposition of property having any ascertainable market value. No convincing argument can be made that property exchanges would occur in commerce except to evade tax or to take advantage of tax-free exchange rules, such as § 1031.
Although it is generally expedient to recover an asset's basis no later than its disposition, it is nevertheless the case that gain or loss on an exchange of properties can be, and sometimes is, deferred by not currently recognizing the realized gain or loss and transferring the basis of the formerly-owned asset to the newly-acquired asset acquired in exchange. 74 However, transferredbasis rules are hard to enforce. Assets (especially real estate) do not come with an "acquired in a tax-free exchange" tag, 75 and the transferred basis may itself be hard to ascertain. . Bad debt deductions would continue to exist for non-repaid cash loans, which have a basis equal to the excess of the lent cash over principal payments received. 74 The term "recognition" refers to a realized gain or loss currently included in gross income or currently eligible for deduction. Recognition is the default rule for sales or exchanges, and nonrecognition occurs only under express statutory provision. I.R.C. § 1001(c). 75 Neither the Schedule D (to the Form 1040, Income Tax Return for Individuals) nor the instructions thereto call attention to this issue. 76 Former I.R.C. § 1034 was a tax-free rollover provision for personal residences that had a transferred-basis rule, but it was repealed mainly because it was difficult to comply with (and, reading between the lines, because it was Thus, property exchanges should be realization events. (Exchanges involving equity interests in business entities raise separate issues that are beyond the scope of this article.)
Deferred-payment sales
Deferred-payment sales are two-party transactions in which the seller finances the sale (in whole or in part) by accepting deferred cash payments, or, to be more accurate, a right to future cash payments, usually bearing interest. Basically, the seller is exchanging the property for a fixed-principal-cash debt obligation. Since the amount of gain (or loss) is fixed by virtue of the nature of the consideration received, deferred realization makes no sense, but the question remains of whether it is desirable to defer the recognition (taxation) of any realized gain 77 out of lack-of-liquidity considerations. Basically, deferred recognition of gain should be allowed only where cash buyers are unavailable. This would be the case where the sold property (the collateral) is relatively illiquid and bank financing is generally unavailable. 78 In these cases, the fair market value of the installment obligation would be significantly discounted, and it would be inappropriate to tax the seller on the entire realized gain in the year of sale
In cases where recognition of gain is deferred, the issue remains of how the gain should be allocated among cash payments. The current installment method pro rates the gain to the principal payments. 79 Alternative methods do not have much to recommend them. 
Contingent-payment "sales"
Contingent-payment dispositions are common with respect to unproven property of a speculative value, such as mineral reserves and intellectual property. In such cases deferral of realization is appropriate, because these transactions are more like leases or licenses than sales, on account of the transferring party retaining what amounts to an equity interest in the underlying property. 81 In short, such a transaction does not really amount to a disposition. Regardless, the capital recovery issue must be, and is, faced in V.C below in the context of the discussion of depreciation.
IV. REVAMPING THE TAX TREATMENT OF BORROWING
not complied with). See H. Rep. 105 th Cong., 1 st Sess. 347 (1997). In contrast, transferred-basis for equity interests in corporations can be tracked by brokers and with the aid of internet services. 77 It makes no sense for taxpayers to defer deductibility of a realized loss, especially given the fact that deductions of capital losses are governed by the separate deferral regime of I.R.C. § 1211. 78 Current law treats certain installment sales as not eligible for deferred recognition under the installment method for reasons having to do with liquidity. See I.R.C. § 453(b)(2) (f)(4), (k). Other prohibitions have to do with installment sales to related parties. I.R.C. § 453(e), (g). 79 I.R.C. § 453(c). 80 One could treat the installment note as an original issue discount obligation (apart from the interest component), reportable on the cash method. Cf. I.R.C. § 483(a). But logic would dictate that any down payment would be fully offset by basis (since no discount would have accrued). 81 In the case of mineral interests (not of a fixed quantity), the tax law has developed the idea that a "seller" retains an "economic interest" that renders the transaction into a lease for tax purposes, rather than a sale. See Treas. Reg. The tax treatment of borrowing should be completely revised along cash-realization lines.
A. Is the Borrowing Exclusion Fundamental to the Income Tax?
The accrual notion is the basis for the existing tax treatment of borrowing, which is that borrowed money is viewed as non-income (not an increase in wealth) due to the simultaneous accrual of an offsetting liability to repay the principal. 82 The exclusion of the borrowed cash is then offset, or balanced, by the nondeductibility of principal payments. 83 This treatment follows standard business accounting practice. Since this rule applies even to cash-method taxpayers, it is not considered a "tax accounting" rule as such, but a basic, even "inherent," feature of an income tax, not even provided for in the Code. The tax treatment of borrowing is the mirror image of the tax treatment of lending, based on the capitalization principle.
Is capitalization itself an accrual concept? It is not, because capitalization extends beyond borrowing/lending transactions involving fixed rights or obligations to receive or pay fixed amounts of cash in the future. Capitalization extends to all cases where the expenditure produces significant economic value beyond the current year. 84 The value need not reside in a discrete or identifiable cash flow. Eliminating the capitalization principle (allowing a current deduction for business and investment capital expenditures) would be the crucial step in converting the income tax into a consumption tax. 85 In simplistic terms, capitalization means that an income tax is a tax on one's current-year increase in wealth (whether consumed, saved, or invested), 86 with due subtraction for currently realized costs of producing income.
Additionally, revamping the tax treatment of borrowing as proposed below is not identical to consumption tax treatment, under which borrowed money is includible, both principal repayments and interest are per se deductible, and the concept of cost basis is wholly absent. Under the proposal made herein for cash borrowing, interest would not be per se deductible, but only deductible if an expense of income production. Also, the treatment of purchase-money debt would not at all resemble consumption tax treatment.
In short, capitalization is a foundational principle of an income tax. In contrast, accrual is a specific timing rule, like other tax accounting rules. It follows that the borrowing exclusion, based on the accrual notion, is not fundamental to the income tax. 82 The accounting liability-to-repay-principal theory of exclusion underlies the seminal Supreme Court case of United States v. Kirby Lumber, 284 U.S. 1 (1931). 83 Another description is that the exclusion of borrowed cash creates a "negative basis" in the cash used to repay the principal -basis in an outlay being a necessary (in principle) predicate of a deduction. This description is not convincing, because cash has a basis (equal to its amount) elsewhere in the income tax, even in the case of excluded cash (such as cash received by gift). 84 See INDOPCO, Inc. v. Comm'r, 503 U.S. 79, 87, 88 (1992). 85 See supra note ??? for a brief description of a consumption tax. 86 Since amounts expended on current consumption (and gratuitous transfers) decrease wealth without being deductible, income is often described as the sum of the current year's net increase in wealth plus consumption. This formulation is somewhat misleading in implying that consumption is a separate category of income. In fact, it is a nondeductible decease in wealth.
B. The Economics of Borrowing
Turning to the merits of the borrowing exclusion, in value terms the principal-repayment liability is worth less than the borrowed cash under straightforward present-value analysis. In other words, a borrower realizes instant gain upon borrowing equal to the excess of the borrowed amount over the (present) value of the repayment obligation. In order to render the borrowing into an equality in the current year that would possibly justify exclusion of the borrowed amount under an income tax, it would also be necessary to add into the equation the present value of the interest obligation. This move poses problems for accrual theory, because interest only accrues with the passage of time. 87 Thus, the exclusion for borrowed money implicitly entails a deduction (offset against borrowed cash in present value terms). Stated another way, in cases where interest is not deductible when paid or accrued, the taxpayer has already obtained a deduction for it (in present value terms) ex ante, and in cases where the interest is deductible when paid or accrued, the borrower obtains a double deduction, once in real time and the other in present-value terms. It is true that this double-deduction phenomenon is the mirror image of the so-called double taxation of investment income. This point raises the issue of whether it is feasible to modify, in isolation, the tax treatment of borrowing used by the borrower to acquire an investment. Stay tuned.
C. Unsecured Cash Borrowing
Cash borrowing is, by stipulation, not debt undertaken in connection with the acquisition of an investment. Therefore, the possible asymmetry between the tax treatment of borrowing and investing is not a concern here. Cash borrowing should be included in gross income. The cash received is current realized cash income, whereas the liability to repay principal (and interest) represents an expected or predicted future, but as yet unrealized, cost. An accounting liability does not tie up a taxpayer's current cash funds or render one's assets unusable or valueless.
The corollary of including the borrowed cash would be allowance of a per se deduction of principal repayments as they occur. 88 Interest would continue to be deductible, as paid, if connected with business or the production of income.
A collateral benefit of this approach would be the elimination of cancellation-of-debt (COD) income. 89 The concept of COD income is tied to the borrowing exclusion: the extinguishment of the liability leaves the borrower of excluded cash wealthier (over time). COD income (which typically occurs in bankruptcy) would interfere with bankruptcy policy by adding a tax debt to existing debt. In order deal with that issue (among others), Congress has had to enact § 108 to deal with that problem, as well as others. 90 Also, the scope of the doctrine is unsettled. 91 If cash borrowing were included, the COD income concept would disappear in that context, and income and deductions would be slotted into the proper taxable years: the borrowing would be income when received, and the extinguishment of the repayment obligation would foreclose principal-repayment deductions.
D. Purchase-Money Debt
Immediate inclusion leads to bad results
The proposed approach appears to render many debt-financed investments that are profitable before-tax into unprofitable after-tax investments, an unacceptable economic result. In tax-academic speak, this distortion would result from eliminating the "double deduction" for interest costs, while allowing the "double taxation" of investment income to remain. This phenomenon is illustrated in Table A immediately below, which assumes a tax rate of 35%, a wholly-debt-financed investment of $10K, and an interest rate of 6% per year. As can be seen, break-even (6%) investments yield an after-tax loss, and this loss exists for investments (at 7-9%) that yield a before-tax profit.
Next consider debt-financed consumer assets, such as homes. Suppose a home purchase is wholly financed by a mortgage debt of $100K. A proposal that required an initial income inclusion of $100K in such a case would be considered a political joke (or suicide), even if principal (and interest) payments were deductible. . 92 In present-value terms (assuming a discount rate of 6%), and assuming a constant tax rate, the inclusion of $10K (the borrowed cash) in Year 1 is fully offset by a deduction of $10.6K (principal and interest payment) in year 2. Thus, the "net tax" is the product of the Year 2 positive return (e.g., $600 assuming a before-tax return rate of 6%) and the tax rate (assumed to be 35% It turns out that both of these apparent problems can be solved by treating debt-financed property acquisitions as a deferred investment, which is precisely what purchase-money debt entails. Both two-party and three-party purchase-money debt would not be included from the borrower's current income on the ground that no cash is actually or constructively received by the credit purchaser and re-transferred to the seller. 94 Instead, the tax consequences of a liability would be realized by the debt-financed borrower only as and when cash payments are made to reduce the principal amount of the obligation. Only then does they buyer invest in the purchased item. (The tax treatment of the seller would be as described supra at III.C.)
To illustrate, suppose that K borrows $1M to invest in 10-year bonds yielding an interest rate equal to that of the interest rate on the loan. The "borrowed" $1M would not be includible as income, and the interest income and interest expense would wash out, but principal payments would constitute the bond's basis, which would eventually total $1M, fully offsetting the $1M received upon maturity of the bond. These results correctly reflect the economic wash.
Relief from property debt would not be included in the amount realized upon sale or other disposition, because the seller is really only selling his or equity in the property, with the settlement of the debt being a separate transaction. In the foregoing example, suppose that $600K of principal had been paid off, so that K's basis in the property (worth $1M) is $600K, at which time it is sold to J for $1M cash, with $400K being used by K to pay off the remaining principal. K is being paid $600K for her (net) investment, resulting in no gain or loss. The other $400K received and then used to settle K's debt would be includible and deductible, resulting in a second wash-out. If, alternatively, K does not pay off the $400K principal immediately, the $400K received should be income (by reason of the remaining debt being reduced to cash), and future principal payments would be deductible.
Suppose the same facts as before, except that J pays K $600K in cash for the bonds and assumes or takes subject to K's debt. Here, K should have no gain (as before) and no income: K receives no cash and simultaneously foregoes deductions for paying the remaining principal. Now suppose that D borrows $1M to purchase raw land, which appreciates to $1.3M and is then sold for $1.3 cash to Q, when D's basis is $450K and the remaining mortgage debt is $550. Here D has a "property" amount realized of $750K ($1.3M reduced by $550K), resulting in gain of $300K (the appreciation), and the remaining $550K of cash consideration is allocated to D's outstanding debt, with the analysis proceeding as before.
Relief from future principal repayment obligations would neither result in COD income nor reduce current basis, 95 although future basis would be affected.
The foregoing would render both sides of the Crane doctrine 96 obsolete, and tax shelters based upon debt financing would cease to be viable.
The knee-jerk objection to such a system would be one noted in the Crane decision itself: if depreciation were keyed to principal payments, then depreciation would have to be recomputed upon each principal payment. 97 Of course, this problem disappears if the deduction for depreciation is abolished, as is proposed in Part V below.
Another possible solution would be to take depreciation on the value of the property when placed in service (as under the current Crane rule). It could happen that depreciation deductions will create a negative basis for purposes of gain or loss, but negative basis would (appropriately) increase the gain (or decrease the loss). For example, suppose X buys equipment for $100K, putting $60K down and borrowing $40K to pay the rest. Suppose X takes a § 179 write-off of the entire $100K, pays principal of $15K, and sells the equipment for $80K cash (its then value). Under current law, X would have a gain of $80K: (1) amount realized of $80K, less (2) adjusted basis of $0 ($100K -$100K). Under a cash-realization approach, X would also realize a gain of $80K, computed as follows: (1) property amount realized of $55K ($80K cash less $25K remaining debt), less (2) basis of -$25K [($60K + $15K cost) less $100K write-off]. The $25K of cash used to pay off the remaining debt of $25K would wash out. Of course, taking depreciation deductions in excess of one's after-tax investment would not conform to the cashrealization ideal, but at least this approach would be a workable accommodation between depreciation and the proposed tax treatment of purchase-money borrowing.
Cash borrowings secured by property
So-called after-acquired cash borrowings secured by existing property would constitute gross income, unless such debt is property-acquisition debt. This rule would thwart the current tax-avoidance tactic of implicitly realizing on unrealized appreciation by borrowing cash against appreciated property. However, in order to avoid valuations, this rule should apply regardless of whether the property appreciates. Relief from the secured debt upon disposition should not be included in amount realized. Otherwise, the borrowing would be double-counted on the income/gain side.
To illustrate, suppose M purchases an asset for $100K cash, later borrows $30K on the security of the asset, and sells the property (unchanged in value) for $70K, with the buyer assuming the $30K debt. M has an initial basis of $100K in the property, and receives $30K income on the borrowing (which would not also reduce the basis). The amount realized is $70K, yielding a $30K loss on the property transaction. M loses the opportunity to make deductible principal payments. This treatment correctly accounts for the overall economic wash.
E. Credit Card Transactions
Most credit-card purchases by individuals are for the purchase of services (or for expense items, like household supplies, for which basis would be meaningless). If credit card transactions were treated as two-party credit purchases, the cost (if needed for tax purposes) of any item would be virtually impossible to determine, because credit card payments (if not for the full amount owed), would need to be allocated among all items purchased. Under current law, credit card transactions are treated as third-party cash loans by the credit card issuer. 98 This approach is well-suited to a cash-realization income tax: the taxpayer would include (or deduct) her net increase (or decrease) in credit card debt for the year. Any deductible (or basis-carrying) items would be deemed to have been fully paid for with cash.
F. Deferral of Prepaid Income
This topic could be considered under either the "accrual" or "borrowing" topic headings. Prepaid income is cash income received in advance of when it is earned. Unbelievably, deferral of prepaid income is sometimes, if not usually, allowed for tax purposes. 99 The purported accounting justification for deferral is "matching," but that notion can just as well justify the accrual of a reserve for the future costs of earning such income. Since this acceleration of deductions would not be justified under tax accrual rules, it is hard to justify achieving the same result by deferring cash income in hand that is in no way restricted as to use.
The alternative argument is that prepaid income is really a category of (excluded) borrowed money. However, the existing income tax exclusion of borrowed money presupposes fixed obligations to pay principal and interest, and such payments must be made to the lender.
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In the prepaid income concept, the future costs are only estimated (at best), and are paid to third parties under separate arrangements arrived at independently of the arrangements with the customers. The attempt to re-conceptualize the prepaid-income scenario as a loan by the customers is, therefore, pure fantasy. Of course, the taxpayer hopes to make a profit in the sense that the present value of future costs will be less than the cash received, but this profit is made by accurately estimating future demand and keeping future costs low by whatever means possible.
Under a cash-realization income tax, accounting theory and the borrowing exclusion are irrelevant, and the prepaid income would be included when received in cash (or deemed cash).
V. ELIMINATING DEPRECIATION FOR PRODUCTIVE ASSETS
Under the current income tax, cost recovery with respect to determinable-life assets used in a business or other income-production activity ("productive assets") takes the form of annual depreciation and amortization deductions until the asset's basis is exhausted. 101 Under an accretion income tax, depreciation is legitimate in principle, but it would be measured by the annual decline in value of the asset. Since annual valuations of productive assets are impossible, Congress has enacted formulaic methods for computing depreciation. 102 However, avoiding annual valuations by arbitrary conventions does not itself satisfy the realization principle, as was (correctly) noted by Simons. 103 Depreciation is a dubious feature of a realization income tax: allowing depreciation while ignoring unrealized appreciation -even appreciation that (like depreciation) occurs with the passage of time -creates an asymmetry in which taxpayers systematically win at the expense of the government. Here it is proposed that depreciation should, with exceptions, be abolished.
A. Irrelevant Justifications for Depreciation
Reserve theory
Tax depreciation had its origins in trust and business accounting. In trust accounting, depreciation is an offset against income for the purpose of preserving "principal" against erosion, effectively setting aside cash to replace the depreciating asset. 104 The purpose of depreciation in trust accounting is to balance the interests of (net) income beneficiaries and remainder-interest beneficiaries by, in effect, shifting a portion of the income return "forward" to the remainder interest. In tax, however, the competing interests of taxpayers and the government are both simultaneous and continuous. Depreciation, in the economy as a whole, operates to produce continuous deferral of income for an indefinite period of time.
In business accounting, depreciation, as a charge against income, served a somewhat similar purpose by reducing amounts payable as dividends and increasing funds committed to reinvestment. However, this function is very 19 th century in its aim to "preserve capital," because -as long as creditors are protected -no real reason exists to constrain a business enterprise from contracting. Around the dawn of the 20 th century, business accounting took on an anti-puffing function of informing potential investors (and other outsiders) of a business firm's finances, including the bad news. Depreciation was somewhat controversial in early business accounting, partly because it affected utility rate making (in an uncertain manner) 105 and partly because depreciation reduced book profits. Acceptance of depreciation appears to have been cemented by the income tax, where depreciation reduces the income tax base. 106 In any event, the reserve rationale of depreciation, cited by the Supreme Court in a 1943 tax case, 107 might appear to have derived from the general accrual notion, whereby current deductions can be taken for expected future costs. However, depreciation is a deduction for past cost, 108 so that it cannot logically also be a deduction for future costs. Additionally, the future costs could well vary from the historical costs. Finally, the accrual method as it has developed in the income tax does not otherwise allow reserves for estimated future costs. 109 Thus, depreciation is not really an accrual feature of the income tax.
Matching theory
The reserve rationale for depreciation has been superseded in business accounting by the notion that depreciation "matches" costs with related income. Since matching is a standard, rather than a rule, it is acceptable to use formulas, based on estimates and statistics to implement this aim. 110 However, as previously noted, 111 matching (and the related concept of "earning") is not a tax value. 112 In a case highly relevant to the discussion of tax depreciation, Hort v. Comm'r, 313 U.S. 28 (1941), the Supreme Court denied accelerated cost recovery to be taken as a match to accelerated rental income from a building. 113 Although the Supreme Court in a 1960 case did cite the matching principle as a rationale for depreciation, the rationale was that of Congress and not underlying tax norms.
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Matching cannot really be the rationale for tax depreciation, because the cost of an indefinite-life asset can be matched (assigned) to future years of the asset ad infinitum, 115 whereas tax depreciation is confined to assets that have a limited (and ascertainable) useful life. 116 This point indicates that any plausible tax rationale for depreciation must focus on the asset itself, rather than on some related income stream.
B. Realization of Partial Losses?
The only plausible tax rationale for depreciation is that it accounts for "realized" partial losses. But does this rationale withstand scrutiny? 108 Depreciation is a series of deductions derived from a prior (nondeductible) capital expenditure that created a cost basis in the asset. I.R.C. § 167(c)(1). 109 
Partial losses apart from depreciation
Partial losses (apart from depreciation itself, which is conferred by Congress) are not generally allowed under the existing income tax prior to complete disposition (or constructive disposition, such as obsolescence or worthlessness) precisely because such losses are not "final" (sustained), i.e., are not realized. 117 
Disposition of physical portions of tangible assets
Scenarios in which the basis of the asset can be rationally allocated among physical subassets (acres, tons, barrels, gallons, component parts) of the larger whole, and deducted as and when such sub-assets are disposed of, do not involve partial losses, but instead total losses of separate physical items. This analysis justifies cost depletion of exhaustible mineral deposits. 118 Deductions for casualty and theft losses would appear to fall in this category, because such losses amount to a physical destruction (or, in the case of theft, a disposition) of all or a portion of the physical property, the only difference being that basis in the asset is unitary and not assigned to particular physical components or sub-units. However, the lesser-of-lost-valueor-basis rule in the regulations 119 is conceptually erroneous in the case of appreciated property. 120 Suppose that a personal residence purchased for $100K appreciates to $200K and is subject to an uninsured fire reducing the value to $120K. Disregarding threshold rules, 121 the regulations allow a deduction of $80K, which reduces the basis to $20K. However, it is not at all plausible to claim that the taxpayer has lost 80% of her investment. At best, the taxpayer has lost 40% of her investment, meaning that she should deduct 40% of her basis. 122 The argument that the taxpayer lost none of her investment, because the value after the casualty still exceeds the cost, is also erroneous (because a fraction of the value has been lost) and has been properly rejected. 123 The deduction for personal casualty losses is taken up again later. 124 Another candidate for partial write-offs is the category of relatively-long-life item that physically is used up with use (such as cutting tools and auto tires, or perhaps a large quantity of fuel paid for in advance). These assets are not common, as most tangible assets can be maintained in operating condition indefinitely with repairs (including the replacement of wornout components).
125 Assets of this type should be amortized on a unit-of-use basis.
Costs allocable to future time periods (prepaid expenses)
Capitalization followed by partial write-offs is also proper in the case of those intangible assets in which basis can be allocated to time periods, provided that the benefit that is purchased for the time period expires at (or before) the end of the period. Accordingly, a "prepaid (rental, insurance, interest) expense" that covers designated future periods is entitled to partial writeoffs. 126 As each taxable year expires, the cost of that period's benefit expires.
Loss of the "temporal" components of two-party financial assets
Another legitimate partial write-off scenario involves an asset that is a bundle of claims to fixed cash payments to be received at fixed dates, as occurs with bonds, notes, mortgages, and term annuities. Here, the collection of each payment represents a realization of a discrete subasset (claim to money) with respect to the larger bundle of rights. When the money is received, the claim to that money ceases to exist, justifying basis recovery for that discrete money claim. The issue is how basis recovery should proceed.
The basis recovery problem can be illustrated by a hypothetical in which Lender lends $300K to Borrower, under which it is agreed that Borrower will make three equal annual payments set at an amount that will return Lender's $300K principal in installments over the three-year loan period with market-rate interest. Since neither party desires to be shortchanged, the amount of each payment is calculated so that both the present cost (Borrower's vantage point) and the present value (Lender's vantage point) of the entire (principal and interest) obligation equals $300K. Using a discount rate of 10% (compounded annually) -the rate on comparable loans -each annual payment would be $120,634 (this figure and other numbers in the tables below being rounded off). Total: $300,000
At least four basis-recovery schemes present themselves as possibilities. The basis could be allocated (1) first to the cash receipts to the extent thereof, 127 (2) ratably among the receipt rights, 128 or (3) according to their respective present values when the asset is purchased. 129 Of these three methods, the first two ("recovery of capital" and "straight line") approaches are easy to apply, because no mathematical or financial sophistication is required. The third ("allocated basis" method) would be clearly correct if the transaction consisted of three separate $100K loans for periods of one, two, and three years respectively. But, although the loan in Table B1 could have been structured that way, it was not.
The fourth method is to treat cash as coming first out earned but untaxed interest. The earned interest is obtained by multiplying the interest rate against the principal amount. This measures the amount of realized income to a cash-method taxpayer. The rest of the cash payment comes out of the $300,000 investment basis, and is not income. Basis recoveries reduce the basis of the remaining bundle of claims (the remaining principal amount). This method, called the declining-balance method, is illustrated in Table B2 below. Again, the "Interest Earned," i.e., the interest portion of each payment received at the end of the period, is calculated simply by applying the interest rate (10%) against the principal balance at the beginning of the period. The remainder of the payment received is treated as a return of principal, which is a tax-free basis recovery. The [principal] "Balance" (adjusted basis) is the initial principal (cost basis) reduced by the principal (basis) recovery amounts of all previous payments (if any).
The declining balance method makes eminent sense, because no shrinkage of the investment base occurs until after cash representing the income has been withdrawn, which simply returns the investment to its original amount. The remaining principal portion of the payment reduces the earnings base. The declining balance method is familiar to anybody who has made level-payment home-mortgage payments or purchased interest-only bonds.
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It happens that the results produced by the declining-balance method can be replicated by a present-value approach. That is, the tax-free "principal" portion of each payment equals the decrease in the present value of the package attendant upon the current receipt. 131 TABLE B3-LOSS IN PRESENT VALUE OF TABLE B1 In order to achieve these results, the same discount rate used in valuing the obligation at its inception must be used throughout. Otherwise, if discount rates varied from time to time, the three losses in present value would fail to add up to the initial cost basis of $300K.
The approach taken in Table B3 is appealing to accretion income tax advocates, because investments producing fixed, determinable, or estimated cash flows can be valued at an amount equal to the sum of the present discounted values of the remaining cash flows. It is easy to make the assumption that actual fair market values are the same as obtained by present-value calculations. If so, then the basis recovery mechanism for debt obligations described in Table B3 appears to be an accretion tax feature of a realization income tax.
How reliable is the equation of fair market value with "sum of present values of future cash flows?" Although fair market value might be affected by the creditworthiness of the obligor, the latter can (in principle) be factored into the discount rate. However, creditworthiness would only be an estimate or prediction. Also, interest rates are rarely the result of two-party negotiations. In transactions between non-sophisticates, the interest rate might be pulled out of the hat, and not be reflective of risk. Another problem is that future changes in the discount rate will create a discrepancy between the actual fair market value of the investment and its present value using a constant discount rate. 132 Moreover, the constant discount rate used in the presentvalue calculations is itself a prediction. 133 Other factors, such as non-negotiability of the note, or illiquidity of the collateral securing the note, could well aggravate (or reduce) the discrepancy between fair market value and present value.
These points should be of interest to those advocating an accretion tax: present-value analysis might provide a useful heuristic in an accretion income tax where determining actual fair market values is not worth the effort, but one should be wary of simply equating present value with actual fair market value.
In any event, under a realization income tax changes in market values are generally ignored. The justification for basis recovery in the present context must be that the loss (through liquidation in cash) of a payment right is a realization event in which a final, irrevocable shrinkage (loss) in the principal investment on which interest accrues occurs where the cash exceeds the interest earned to date. The fair market value of the instrument may deviate from the remaining principal balance, but that appreciation or depreciation is ignored unless it is separately realized. The liquidation of a portion of the principal is akin to the disposition of, say, lots in a subdivided ranch. In the latter case, a basis is assignable to the lot sold ex ante, and such basis stays constant (in the absence of depreciation itself) until the lot is disposed of. In the case of bonds, notes, mortgages, and term annuities, the basis adheres to the principal, and a disposition (by way of cash liquidation) of a portion of a principal entails a basis offset. In a real estate subdivision, the dispositions are unpredictable. In the case of debt obligations, the dispositions are regular and predictable because of the way the investment is structured.
Samuelson depreciation for productive assets
If "matching" costs against revenues were the rationale of depreciation, then any of the four methods described above (except the first one), and perhaps many others, would suffice. 134 The theory and rationale of tax depreciation currently favored in tax academic circles is known as Samuelson depreciation, named after Paul E. Samuelson, the author of a 1964 economics paper on the subject.
(a) The thesis and its implications
The thesis as state by Samuelson is this:
Fundamental theorem of tax rate invariance. -If, and only if, true loss of economic value is permitted as a tax-deductible depreciation expense will the present discounted-value of a cash-receipt stream be independent of the rate of tax.
This thesis, expressed in terms of discounting cash streams to present value, is simply a version of Table B3 , supra. The added wrinkle is that, since both the income stream and the discount rate are stipulated to be after tax, 136 present values are independent of the tax rate. 137 It follows from the model and its assumptions that this method of cost recovery would not distort prices, i.e., is economically "neutral." This conclusion ties depreciation to the tax norm of economic efficiency. The broader implication is that an accretion income tax is efficient, at least relative to a realization income tax. 
